A dependable economy keeps commercial real estate steady

by Carolyn A. Berry

T

he Hampton Roads area commercial real estate market is on track in all areas, says Gerald Divaris, chairman and chief executive officer of Divaris Real Estate Inc. The industrial market, which is geared more toward service than manufacturing, remains steady. The retail market, stimulated by people shopping for merchandise at discount stores such as WalMart, Home Depot and Costco, continues to grow. “We tend to see these retailers spurring new development,” Divaris says. “The one area that has some slowdown is the office market.” 

That doesn’t alarm Deborah Stearns, who manages the Hampton Roads office of Advantis Real Estate Services. She says Hampton Roads’ economy rises and declines at modest rates. “There are no big peaks and valleys; it’s a very stable place to do business.”

According to a report written by Dr. John R. Lombard, assistant professor and director of the Economic Development and Real Estate Resource Center at Old Dominion University, “our regional economic growth will exceed that of the nation for the second year in a row.” He cites Dr. Gil Yochum, head of the ODU Forecast team, who projects that “another 5,000 new jobs will be added to our economy,” and John Whaley, deputy executive director for economics at the Hampton Roads Planning District Commission, whose “forecast for the coming year is slightly more optimistic than the Old Dominion forecast.” 

Lombard writes, “Most of the growth will be fueled by a dramatic increase in uniformed military pay and defense procurement…. All this, of course, bodes well for real estate markets in Hampton Roads!”

Stearns and Divaris agree(the area’s economy is vibrant because of the military. “With the war on terrorism, dollars invested in the military machine translates into the economic vitality of Hampton Roads,” Divaris says. 

Stearns cautions that although the expectation of “renewed focus on security and military defense would be good for our economy, we still have expectations; the reality is slow to materialize.” 

It takes quite a while for the federal government to write contracts, receive bids then award the contracts, and “authorizing funding is a hard wheel to get rolling,” she adds.

Yet following a slowdown that began almost a year ago, activity in the market is beginning to pick up. “Folks are looking at projects and new developments are being evaluated,” Stearns says. “It looks like close-to-normal activity is coming back into the system, but there’s no pent-up demand that will make for a short, fast recovery. It’s a slow rise out of the recession.”

Office supply outpaces demand

Donald Crigger, senior director of office brokerage for Advantis, says the region’s multi-tenant office market includes approximately 20.4 million square feet of leasable space and approximately 3.2 million square feet of owner-occupied space. “By the end of the year, another 600,000 square feet in three high-profile, multi-story office buildings will deliver and cause an upswing in vacancy rates from just over 11 percent to the 13 percent to 14 percent range before they gradually work back down.” In the recent past the vacancy rate for Class A buildings had been below 5 percent.

The three projects include 150 W. Main in downtown Norfolk, Town Center in Virginia Beach and the Oyster Point Town Center in Newport News. Kaufman & Canoles, the anchor tenant at 150 W. Main, expects to move into its new office June 21. Town Center in Virginia Beach anticipates delivery in fall 2002 with Oyster Point Town Center following right behind. 

“Fortunately, the projects are spread evenly throughout the region so no one region will be saturated with lots of square footage,” Crigger says. “Lynnhaven and Greenbrier are experiencing significant vacancies.”

It’s a tenant’s market

Even as supply outpaces demand, rental rates have risen. The ODU report says the overall market increased from $14.75 per square foot to $15.20 per square foot as a blended average for Class A and B space. But owners are “chasing deals aggressively,” Crigger says. “With fewer prospects looking for spaces, concession activity is creeping back in. There are opportunities for deals to be made with landlords. They have to be aggressive with the few prospects that are out there.”

Crigger says the market wouldn’t experience the higher vacancy rate if new companies moved into the market instead of local companies shuffling addresses. “What happens next depends on how well Jones [Hooks] and his office generate interest from the outside.”

Hooks, president of the Hampton Roads Economic Development Alliance, says the organization identified the market surplus about 18 months ago. “The reality is those three building are coming on line and we’re doing everything we know to do to contact companies looking for that kind of space. We have been pursuing specific targets that seem appropriate for Class A office space in this market but we’re still in the hunt; we don’t have a major announcement to make today.”

Hooks reports HREDA has had “a few nibbles.” He says the April numbers were better than the first three months of the year. May’s numbers were about the same as April’s, but the numbers “still are way down(more than 50 percent less year-to-date from last year, and last year was not a banner year for us.”

From Jan. 1 to April 30, 10 prospects were “on the ground,” he says. “Last year we had 21 visits during the same period, and not all of those visits were interested in office projects. They looked at warehouse distribution, office and industrial.”

The good news, Hooks says, is that HREDA’s closure rate is 38.5 percent, which is higher than the closure rates in Greater Richmond, Roanoke and the Peninsula, and HREDA has partnered with commercial real estate agents in an effort to beef up its marketing efforts.  

“We’re not doing this alone. We had a meeting April 9 with the realtors about this very issue. They reviewed our efforts to date and our marketing initiatives and we asked them to identify additional opportunities. One of the things that came out of the meeting is that they are now involved with us. They decided to upstream some of our material to their national networks so people have a better understanding of the totality of Hampton Roads. We’ve had a real good response from that meeting.”

New construction is not speculative

Crigger is optimistic the market will weather the slowdown. “This is a very patient market. Most of players in the development community have been through this before. They were here in the early ‘90s when the recession hit in a big way so they’re comfortable with the dynamics of the market. They are an educated group of developers who can deal with the reality of the period.”

And the lending community has capped what can be developed. “They won’t fund a project without significant pre-leasing,” Crigger says. “The development community and the lending community are working in tandem.” 

Olympia Development Corp. recently broke ground on Convergence Center II, a five-story, 85,000-square-foot building on Bendix Road in Virginia Beach. “That’s due to deliver the end of 2002 and largely is committed. It’s not speculative,” Crigger says. “The third building is on hold and subject to pre-leasing.”

Although Crigger says no one sub-market is “hotter than the other, Pembroke(with Olympia(is performing in spite of conditions elsewhere in the market. They’ve leased more than 150,000 square feet in the last 12 months(as much space in one project as the rest of the market. The secret is capitalizing on exposure. They’re right on the Interstate and that is attractive to particular tenants, including Trader Co. who recently moved to Convergence Center I.” 

With Trader Online in bold letters atop the building, “it has the effect that it is the Trader Building,” Crigger says. “The combination of that building and the Town Center in Pembroke has created a level of interest.”

Divaris says the Town Center’s contribution to the excitement includes the fact that it will be a major urban, mixed-use main street complete with apartments and a 1,200-seat performing arts theater when the project is complete(in six to eight years. “And Armada Hoffler is moving its headquarters from Chesapeake to the Town Center office building, Sen. George Allen will open an office and WTKR TV-3 will broadcast live its 6 p.m. newscast from a studio on the building’s first floor. That in itself has spurred development. ”

Around the corner on Bonney Road, construction of the Branwick Corporate Center is on hold. “It’s on the drawing board as speculative,” Crigger says. “They haven’t started construction but the site work is finished.”

Also in a holding pattern are Twin Oaks III at Lake Wright and Lake Center at Battlefield, a project of the Robinson Development Group. “They are holding off on building another multistory building because they don’t want to add to the supply until this passes,” Crigger says. “If we don’t have another crazy event in the world, we’re in a pretty good position.”

The industrial market is on par with national trends

“The industrial market is an unusual animal,” says Jonathan Guion, principal and director of industrial services for Divaris Real Estate. “It’s the last thing to hit the skids and the first thing to come back out.”

As the retail and office markets are pulling out of sluggish times, the industrial market is seeing a slowdown. “It’s hard to predict,” Guion says. “This market tends to be fairly slow and steady. There’s some construction, leases are being done and sales transactions finalized. It’s just at a slower pace compared to prior years, especially last year.”

In the last two years, a large percentage of the industrial absorption has been due to “big boxes.” WalMart constructed a 1 million-square-foot distribution facility in James City County and doubled it in 2001. Cost Plus built a 500,000-square-foot distribution plant in Isle of Wight, and Target announced Project Red October(a 100,000-square-foot facility in Suffolk.  “That’s a lot of square footage and it gives us good absorption numbers, but take away the big boxes and we have a fairly soft market. With 3 million square feet absorbing each year and 1 million square feet are big, distribution facilities, that means we have only about a 2 percent to 3 percent growth,” Guion says.

Although he says it’s difficult to compare the Hampton Roads industrial market with the nation, it is on par. “The industrial markets along the major Interstates are booming with distribution plants and logistical operations. We won’t get that because we’re a cul de sac community. But our ports are responsible for bringing in Cost Plus, WalMart and Target.”

Guion says a better market comparison is the East Coast from Baltimore, Md., to Charleston, S.C. “There’s a lot of flux around us, but we tend to stay pretty steady. Our vacancy rates haven’t fluctuated more than 5 percent in the last 10 years.” 

Lease rates remain at peak levels

He expects vacancy rates to rise. ODU’s 2002 industrial market survey reports the vacancy rate at the end of 2001 was about 7.4 percent, which is lower than any year between 1990 and 1998, about even with the rates in1999 and 2001 and higher than the rate in 2000. The low is the Greenwich/Cleveland streets area in Virginia Beach with a 1.77 percent vacancy rate and the high is the city of Portsmouth with a vacancy rate of 19.18 percent. “There is more space on the market today, but 7.4 percent is healthy. The surplus is more perceived than anything else. Companies aren’t expanding; if anything they’re downsizing.” 

Yet lease rates remain at peak levels. “Asking prices are pushing the market and getting up there. That’s a little surprising,” Guion says. “They should be starting to drop; the industrial market is on the tail end of the movement. We have seen some fairly dramatic lease rates, and through the first quarter of this year they still were at peak levels. If the market doesn’t make a move upward, lease rates will turn down. The market will be competitive.”

Last year, as owners realized the market slowdown was coming, they renegotiated current leases to keep their tenants. “Everyone was renewing early. That locked the tenants in at OK rates vs. waiting until the leases rolled over and the market was even softer,” Guion says. “That has cut down on a lot of activity for this year.”  

But a distribution facility is going up in Chesapeake’s Cavalier Industrial Park. The developers are “forward thinking people with better long-term perspective,” he says. “They’re using inexpensive money and developing projects they eventually will lease out. They’re building today while money is inexpensive and laborers are looking for something to build. They’re two years ahead of the curve.”

Hot spots have popped up in the industrial market

For the first time, “hot spots” have hit the industrial market. “It didn’t used to be that way. All the markets were close to the same square footage price range. Now there’s a greater discrepancy between Greenbrier and Norfolk. Norfolk has older buildings and Greenbrier ( 10 minutes away ( has dramatically higher rates with its location and perceived location,” Guion says. “There’s more separation in the market than in past years.”

He says the number of sales transactions is consistent with prior years. Yet with interest rates staying low, now is a good time for companies to consider buying as opposed to continued leasing. “If lease rates are high and interest rates are low, you can own for less than you can lease. Real estate offers more security than the stock market.”

The forecast for retail is optimistic

Guion says, “Hampton Roads has a stronger retail market than the typical metro area of the same size. We have a lot of disposable income, mostly because of a large retirement population and a large number of second-income families. We have a lot of government workers who earn steady paychecks and that leads to a stable economy."
As a result, several new retailers have entered the market, including DSW, Garden Ridge, Rugged Warehouse, and more are on the way to sites such as Kiln Creek, Pembroke Mall, MacArthur Center, Chesapeake Square Mall and the Beach’s Town Center, says Christopher C. Read of CB Richard Ellis of Virginia Inc. “There’s considerable new interest in this market(extremely recognizable names that will be good for the market and new offerings for the consumer.” The identities of the retailers are guarded, however. “Major retailers like to make their own announcements to avoid competition.”

Michael Gurley, senior vice president at S.L. Nusbaum Realty, who attended the national conference of the International Council of Shopping Center last month in Las Vegas, says the general consensus of retail is polarization. “It’s pretty simple. Retailers at opposite ends of the magnet will do well, but not those in the middle. High-end tenants will do well and so will low-end tenants. Those in the middle of the road, such as Montgomery Ward, will suffer(K-Mart’s the exception (280 K-Mart stores throughout the United States are closing; none are in the Hampton Roads market). Trends don’t happen overnight and they don’t go away overnight.” 

Infill of second-generation boxes demonstrates economic vitality

Some of the retailers entering the market will occupy “big boxes” left vacant by HQ, Montgomery Ward and others. “That has helped the region’s retail vacancy rate and is a good trend. It shows the market is healthy and there’s a demand for space,” Read says.

Certain properties have outlived their retail usefulness, he adds. “It depends upon the location and how the box is configured. Tower Mall is a great example of functional obsolescence. It is a good site, but the nature of the building prohibited its use. Once the building was torn down and the site rebuilt, it has retail viability.” Lowe’s and Super K-Mart, both under construction, will anchor what is now known as Victory Crossing. 

“Leasing is brisk,” Read adds. “In general, activity in the first quarter of this year picked up significantly. Retailers see us as a good market or they would not be in an expansion mode. We have sufficient demographics to support their concepts.”

Divaris sums up the local economy as dependable. “That makes developers, retailers and businesses happy. This is a market you can depend upon, and a lot of economies can’t say that.”
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